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EDITORIAL DEPARTMENT NOTE 


Our first article, by a writer who casts his lot with the first-in first-out. > 
basis as the preferable method of reporting costs, come inflation or defla- 
tion, proposes that, for of comparison, successive peer statements 

be worked back to the rs of a selected year through the application 
of appropriate price indexes. 

The author, iA MES E. HEFFNER, is a member of the staff of Touche, 
Niven, Bailey Smart, Cleveland, a 


A standard cost procedure for initia u variances created in each 
cost center of a large steel mill and for consolidating the reports into state- 
ments applicable to each level of operating authority is reported upon in 
our second article, together with the place held by this procedure in the 
operation of the standard cost system as a whole. 

The article is written under the joint authorship of M Pa, and a 
‘me gor of Carnegie-Illinois Steel Corp. Pitsbargh, Pa, en Pa, and 

H. ELLIOTT and W. P. MARQUIS, General 

Vorks Auditor, respectively, of the per ge Irvin Seas 


— report studded with graphic sieaubiiietinis needs more than pictorial 
to carry weight from month to month. It must also have evident 
tionship to the figures and operating facts for which it stands. Such 
a yg ey recapitulating the operation of a standard cost sys- 
tem and to inform top management and its various segments in 
one plant of a major company, is presented in our third article. 
C. W. BENDEL, the wy is Chief Cost Accountant, New Holland 
Machine Division, The S Sperry Corp. Mr. Bendel has had diversified indus- 
trial accounting experience. He is a former contributor to the Bulletin, 


A sales budgeting method intended to establish effective liaison between 
production and known customer needs in a paper company processing some 
250 product items is presented in our fourth article. 

D. E. MERRIFIELD, the author, is Cost Accountant and Industrial 
Engineer of the Specialty Papers Co., Dayton, Ohio. 

- 

Leveling production peaks and serving the company’s customers better 
and more economically comprise the twin objectives of the public warehous- 
ing procedure narrated in the next to last article in this issue. 

The author of the paper is RICHARD J. HALLORAN, Assistant to 
the Controller, York Corp., York, Pa. 

Some differences thought to exist between commercial ventures and man- 
page oes enterprises appear to vanish in the course of our final article 

s the considerations which require cost accounting in banks, and the tech- 
nigues appropriate to it, are outlined. 
his presentation is offered by ARNOLD J. RYDEN, JR., Supervisor of 
Cost Accounting, Northwestern National Bank, Minneapolis, Minn. 
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THE DILEMMA ABOUT PROFITS—ADJUSTING THE 
STATEMENTS TO BASE YEAR DOLLARS 


by JAMES E. HEFFNER, 
Member of Siaff, Touche, Niven, Bailey & Smart, 


Cleveland, Ohio. 

at entering the accounting profession today the young ac- 

countant observes the impact of sharply advancing prices on 
operations themselves and on reports reflecting results of oper- 
ations. It seems that the familiar measuring stick, the United 
States dollar, has failed us. Controversy exists among well-known 
accounting and business authorities respecting the appropriate 
basis for reporting profits. Question is raised as to the adequacy 
of the balance sheet and profit and loss statement to reflect the 
situation properly. In addition, the accounting principles and pro- 
cedures under which these statements are prepared are likewise 
brought into question. The discussions tend to center on the ques- 
tions of (1) inventory cost finding and valuation methods (“fifo,” 
average cost, “lifo,” etc.), and (2) depreciation of fixed assets 
(actual cost versus depreciation on replacement costs). The issues 
under discussion all tend to point to the basic question, “What are 


the net profits of a going business concern?” To put it another 
way, “What, exactly, are we attempting to show in statements of 
profit and loss?” 


Rationale of Actual Cost Basis 


Let us attempt to establish a chain of reasoning in respect of 
these broad questions and see where we come out. If profits of a 
going concern represent gross intake of monies (accrued or cash), 
less the cost of materials, labor, and expenses used to produce this 
intake, then we must know actual costs to determine profits. Actual 
costs are necessarily specific costs but it is commonly impracticable 
to identify them in this way. If, in industrial operations generally, 
inventories, plant and equipment, and items represented by pre- 
paid expenses and deferred charges are ordinarily consumed in 
order of acquisition, the first-in, first-out basis of stating results of 
operations reflects these operations with substantial accuracy even 
though there may be frequent instances of concurrent consumption 
of successively acquired items resulting in earlier exhaustion of tlie 
more recent purchases and occasional instances of clear-cut use of 
items in reverse order of acquisition. 
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Therefore, if on the profit and loss statement there is deducted - 
from revenue the original cost of goods and services used to pro 
duce it and if the balance sheet shows the original cost of goods 
and services not yet used—both upon the assumption, in the ab- 
sence of evidence related to specific items, that earliest acquisitions 
are first consumed—we shall not be far from the facts. In other 
words, are not most business assets purchased and used on the 
“fifo” principle? 


“Fifo,” not “Lifo,” for Actual Costs 


If this theory of what profits are (actual cost theory of profits), 
is accepted, there should be consistency throughout. Original costs 
should follow the actual goods and services at all times and the 
“fifo” principle should be used for all prepayments, regardless of 
whether they are long-term or current, tangible or intangible. To 
follow this consistency in respect of inventory valuation, it appears 
that the “fifo” method of costing is appropriate. The use of the 
average cost method, on the premise that all inventory is not actu- 
ally used item by item on a “fifo” basis but that some goods pur- 
chased later are used before the items purchased previously, might 
be accepted. This would give a fair approximation of the cost of 
the actual goods used. However, “lifo” is clearly not consistent 
with the actual cost theory of profits. It is not likely, although it is 
possible and may occur to some extent in certain industries, that 
goods are used for manufacture or resale by management inten- 
tionally on the “lifo” basis. 

As to fixed assets, which may be regarded as long-term prepay- 
ments of expense, they must be depreciated on the basis of actual . 
costs only, if the actual cost theory of profits is to be accepted. 
Furthermore, to be completely consistent the undepreciated portion 
of an item of fixed assets should be carried in the balance sheet as 
a long-term prepayment at the actual undepreciated cost only. An 
appraisal figure in the balance sheet is inconsistent with the actual 
cost theory of profits. If the market or replacement value need be 
shown for such purposes as insurance, credit, etc., it can be shown 
effectively as part of the caption or as a footnote. 


Rationale of Replacement Cost Basis 


The actual cost theory of profits has given a satisfactory answef 
to all concerned while the dollar was relatively a stable unit of 
measure. However, when this unit fluctuates to the extent that # 
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has in very recent years, some say that profit and loss statements 
predicated upon the actual cost theory of profits result in a state- 
ment which lacks homogeneity. It is charged that the dollar used 
for income differs from the dollar used for the costs of goods and 
services in many instances and that the result is a meaningless 
profit figure. 

It is held that profit is, rather, the difference between current 
revenue and the current replacement costs of the goods and serv- 
ices used to produce the revenue. By this theory, the original costs 
are not consumed unless impaired in a quantitative sense and are 
carried forward in the balance sheet indefinitely. Balance sheet 
items lose their character of prepayments and assume a character 
of original investments, whether fixed assets, inventories, working 
funds, or other requirements of a going concern, It is assumed 
that predetermined quantities will be needed at all times in order 
to carry on the business and that these quantities should be carried 
continuously at their original cost, regardless of whether or not 
items included in the purchase of the base quantity have been re- 
placed. The cost of the original quantities up to quantities required 
for the current scale of operations would still remain on the books 
as (in effect) an investment and all subsequent purchases would 
be charged to operations. This theory is well exemplified by the 
“lifo” and base stock theories of inventory. 

The extreme divergence of results obtained by actual and re- 
placement cost theories over a period of time highlights the need 
for consistency in application. Once either one of the theories has 
been adopted, it should be followed all the way and a full disclos- 
ure should be made of the theory followed. To value inventory 
en a “lifo” basis and at the same time to depreciate fixed assets on 
an original cost basis is inconsistent. 

The author’s preference is for the use of the actual cost theory 
of profits. The replacement cost theory more nearly matches dol- 
lars of revenue and expense which have equal purchasing power, 
but this result is, itself, hardly natural to inflationary or deflation- 
ary periods. There is more to be said for measuring the €ffect of 
inflation on profits. The actual cost theory ties accounting closely 
to business transactions, more susceptible of verification than less 
well-anchored amounts would be, and gives reliable profit amounts 
and good comparative results in periods during which the dollar 
femains relatively stable. 
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Price Index Adjustments to Obtain Comparable Figures 

In periods of inflation or deflation, the actual cost theory does 
produce what may be designated as distortions. While true actual 
profit by the actual cost theory, it is distorted for the purposes of 
analysis, interpretation, and comparison because it includes eco- 
nomic cycle factors to a-different degree from year to year. How- 
ever, for purposes of analysis, interpretation, and comparison, the 
current dollars appearing in the statements each year could well be 
converted to base period dollars, affording a comparison of results 
from year to year that would be void of all price fluctuation factors 
and would show clearly the degree of efficiency of operation. 

This situation might be compared to the results now obtained in 
standard cost systems when variances are analyzed. Variances are 
separated into price, usage, and volume variances, etc., and in- 
quiry is made into the reasons for each. With the use of an index 
system applied to the income statement, the price variance, i.e., the 
variation in profits due to inflationary causes, would be eliminated, 
at least to the degree that it did not represent the amount by which 
the prices or rates incurred by a particular company were above 
or below the average for all businesses. Such statements, adjusted 
from actual costs, would seem to give much better analyses and 
comparisons than statements prepared on the replacement cost 
theory of profits with its attendant difficulties of applications, and 
would seem more meaningful ai:d more readily related to the facts 
from which they originate. 

Conversion of profit and loss statements from actual costs to 
base period dollars for comparative and analytical work would be 
necessary only in periods. of inflation or deflation. In periods of 
stable dollars, the actual cost theory of profits gives good compara- 
tive results without such a conversion. Base period dollars would 
be the same as current year dollars if the price index remained 
relatively the same from year to year. 

In Exhibits 1 and 2, an attempt has been made to show, in what 
might be called a pro forma manner, the results which could be 
expected if the balance sheet and profit and loss statements for a 
series of recent years, prepared at actual costs, were adjusted to 
1926 dollars by applications of appropriate index standings to indi- 
vidual items. All amounts used are fictitious. However, an at- 
tempt has been made to illustrate a situation representative of 
business in general for the respective years indicated. 
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Selection of the Indexes 

The index amounts used in the exhibits are also fictitious, yet 
they too are intended to show the general trend in prices for the 
respective items with which they are used. Where a general price 
index is used, as explained below, the standings parallel the whole- 
sale price index of the United States Department of Labor without 
necessarily reflecting it exactly. Base period (1926) dollar amounts 
are determined by dividing each amount by its respective index re- 
garded as a decimal to two places, The result is the base year 
value of each item. Since all items, when adjusted, are expressed 
in terms of the same dollar, the statements can be analyzed, com- 
pared, and interpreted in this light. 

To produce dependable results in the base period statements, 
great care must be exercised to apply a good representative index 
to each item in the current dollar statements. In the example, the 
following procedure was used which, it is believed, produces accur- 
ate amounts in terms of base period dollars for each of the balance 
sheet and profit and loss items: 

The average or over-all index for all commodities, i.e., the 
general price index, was used for income (sales and other 
income), cash and receivables, provision for Federal income 
taxes, accrued taxes, and dividends. This general index was 
used for these items because they all relate to in-flow or use 
of cash as such. 

Each of the other assets, liabilities, and related costs is in- 
tended to have the index which was effective at the time the 
item of asset or liability was acquired or incurred by the busi- 
ness, Thus, indexes in effect in prior years may be carried 
forward to statements of subsequent years. For example, 
each fixed asset carries the index in effect when it is pur- 
chased. In like manner each year’s depreciation carries the 
respective indexes for the portion of the respective assets 
being depreciated in the current year. 


Significance of the “Common Dollar” Amounts 
An approach to the results as shown in Exhibit 2 might be: 
Although dollar gross profits were high in the past few 
years, the gross profits in base year dollars were higher by 
about twelve thousand dollars in 1945 and eight thousand 
dollars in 1946 but in 1947 they were some thirteen thousand 





dollars below those shown by the current dollars. This may 
be partially attributed to the sharp rise in the price index for 
income for 1947 over 1946. This means that the increase in 
“real” income is comparatively less, for the increase in the 
current dollar income for 1947 is largely made up of infla- 
tionary factors. Since more of the increase is due to infla- 
tion, less of the increase is “real.” Hence the comparative 
drop in gross profit for 1947 in terms of 1926 dollars. 


It will be noted from the adjusted or base period balance sheets 
that earned surplus is not determined from an index but is the 
difference between the adjusted assets and the aggregate of ad- 
justed liabilities and adjusted capital stock figure. From the base 
period profit and loss statements, it will be noted that net profit 
after taxes—adjusted income less adjusted costs—does not meas- 
ure the gap between opening surplus (less adjusted dividends), 
and closing surplus. This gap is filled below net profit after taxes 
by an item labelled “Loss due to purchase of assets at inflationary 
prices.” In other words, the base period surplus on the balance 
sheets indicates that more has gone out of the business in terms of 
base period dollars than is accounted for by the index adjustments - 


applied to the profit and loss statements on the actual cost basis. 
Replacement of assets at successively higher price levels would 
bring about this result by substituting high index dollars for lower 
index dollars on the balance sheet, and this is assumed to be the 
principal cause. 


A Way Out of the Dilemma 

By converting profit amounts into base period dollars, manage- 
ment can analyze operating efficiency from year to year without 
considering any of the confusing factors of inflation or deflation. 
This once done, the inflationary loss or deflationary profit may be 
deducted or added to show to what extent the profitable results of 
operation have been affected by the economic cycle. 

Thus it seems that it may be practicable to obtain, through the 
use of price indexes, statements prepared on the actual cost theory 
of profits and, at the same time, a conversion of these statements 
to base period dollars. It is, therefore, possible to maintain ac 
counting on an actual cost basis and at the same time analyze the 
statements prepared from such data in such a manner as will bring 
to light the efficiency of operation, the loss due to inflation, and 
the “common dollar” value of net assets. 
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CONTROL USES OF STANDARD COSTS IN A STEEL MILL 


by M. D. WELLS, Comptroller; 
J. H. ELLIOTT, General Superintendent, Irvin Works; and 
W. P. MARQUIS, Works Auditor, Irvin Works, 


Carnegie-lilinois :% Sep. 
Pittsburgh, P 


A™ cost system may be pei to accomplish three things: 


Give the executive and financial heads of the company 
sufficient information to intelligently administer financial 
policy. 

Give the sales executives sound information with regard 
to product costs so that proper pricing structures can be 
built and desirable markets developed. 

Give the operating heads complete and accurate informa- 
tion to permit the current control of manufacturing costs. 


For the sake of this discussion, we are interested only in the last 
of the three functions. Only those features of the cost accounting 
system which relate to operating cost control are discussed at all 
fully. There are many other uses made of standard cost informa- 
tion by Carnegie-Illinois and the categories of the uses to which 


standard cost information may be put are even more numerous and 
cover the entire field of management. However, the control uses of 
standard costs are important and are often neglected. It is true 
that if we take the difference between actual and standard pur- 
chase prices to profit and loss as a price variance, if we handle 
charges and credits to cost centers and inventory accounts at 
standard values, and if we charge or credit the variance created in 
each cost center to profit and loss, we have a full-fledged standard 
cost system. Nevertheless, we still may be failing to supply to 
management all of the information needed for cost control. It is 
not enough merely to tell our operating management that the cost 
in a cost center was one amount and should have been some lesser 
amount. It is necessary to point the finger at the particular cost 
items which were excessive and, to the extent possible, indicate the 
reasons for the excessive cost. 


Actual Unit Costs Inadequate for Control Purposes 

How does our standard cost system work as a control over oper- 
ating costs? Prior to standard costs, practically all of our manu- 
facturing costs were controlled on an actual cost per ton basis. The 
actual per unit cost might be sufficient if every unit manufactured 
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were to the same specification, day in and day out. This is far 
from true in the steel business and particularly in the flat products 
field. As an example, take the tandem cold reduction mills at Irvin 
Works. An actual cost per ton on such a mill can be completely 
misleading. Such a mill can and does fluctuate widely in rolling 
rate per hour, power consumption per hour, and all the other im- 
portant variables that make up cost. This is due to basic differ- 
ences in the types of product rolled such as variations in width, 
thickness, grade of steel, surface finish, and quantity of the order, 
Under standard cost, we have developed standards for each set of 
conditions and judge the cost performance accordingly. 

Almost any operating head who has attempted to control cost 
under a per unit cost system where wide fluctuations in product 
specifications occur, will quickly agree that some form of standard 
cost or budgetary control is essential. It is, of course, recognized 
that there are other accounting methods, besides our system of 
standard costs, of handling the cost control problems presented 
by product mix. It is simply pointed out here that, from an oper- 
ating control standpoint, the recognition of product mix is essential 
and that our standard cost system handles the situation satisfac - 


torily. 


Assembling Costs By Operating Responsibilities 

The assembly of costs under our standard cost system is not 
dictated by some preconceived accounting method. It is predicated 
upon the structure of each department. In other words, our costs 
are assembled by operating responsibilities and in complete accord- 
ance with the way that the operating organization has been built 
up. In a mill such as Irvin, the initial assembly of responsibility 
costs is at the level of general foreman and a financial responsibil- 
ity statement is developed for all operations under him. Such 4 
statement we call a cost center statement. These costs are devel- 
oped in the first instance by individual operating units, but they are 
asembled finally into one statement representing the cost perform- 
ance of that general foreman. As an example, in the responsibil- 
ity statement of our General Foreman of Cold Reduction, there is 
covered the cost performance of the two five-stand tandem cold 
reduction mills, each of different speed and design; one three 
stand cold reduction mill for rolling sheets, four electrolytic cleam- 
ing lines of two different designs, three sheet shearing units, and 
several other minor operations. 
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The responsibility statements of the several general foremen, 
together with certain overhead items of the department, are com- 
bined into one departmental statement which represents the respon- 
sibility statement of the department superintendent. One depart- 
ment superintendent will probably have from three to six general 
foremen under him. Finally, all of the department cost center 
statements are combined into one statement representing the cost 
performance of the plant as a whole. 


Variances Recognized In the Standard Cost System 


Standard allowances for fixed and variable expense are estab- 
lished, these allowances covering all permissible types of expense 
at any volume level for any type of product produced or service 
rendered by the cost center. Standard prices are established for all 
purchased commodities and services, these prices being those which 
are expected to prevail during the coming year or more, On the 
basis of these standard prices, prevailing labor rates, materials or 
services from other cost centers evaluated at standard cost, ex- 
pected normal volume, and the standard allowances for fixed and 
variable expense, a standard cost per unit of product produced or 
service rendered by the cost center is developed. This standard 
cost is used in charges to inventory or to succeeding cost centers 
for the output of this cost center. 

In order to develop the required segregation of variances, we 
have found it necessary to provide two budgets, a standard prac- 
tice budget and a current (or work done) budget. The standard 
practice budget shows the allowed cost in the cost center for the 
products or services to be produced or rendered, on the assumption 
that standard practice as to materials and methods will be adhered 
to. The current budget shows the allowed cost on the basis of the 
particular materials and methods actually used. Through the use 
of these two budgets, we segregate the following variances: 


1. Volume variance. Represents under- or overabsorption 
of fixed expense. ; 

. Deviation variance. Represents cost effect of deviations 
from standard practice materials or methods. This vari- 
ance is further broken down by type of substitute material 
or other deviation from standard practice. 

Usage variance. Represents cost effect of under- or over- 
usage of materials, labor, or services. This variance is 
further broken down by type of expense. 
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Price variance is developed prior to the charging of purchased 
materials or services to cost centers. While we recognize and segre- 
gate a number of other types of variances, the four just mentioned 
are the ones of major importance. Price variance and volume vari- 
ance are generally not stressed in discussions at plant level as these 
variances are not considered controllable by plant management. At 
Irvin Works, there are relatively few deviations from standard 
practice recognized in the cost system. The result is that respon- 
sibility for variance occurrence at this plant is mostly centered in 
usage variance. 


The Cost Center Statement 

Cost centers are established on the basis of responsibility for cost 
control, each cost center comprehending one activity (or a group 
of associated activities) and being under the supervision of a single 
individual who is responsible to management for cost control in 
the cost center. Every element of cost incurred at the plant is as- 
signed to a cost center and the supervisor over that cost center is 
aceountable for its control. Any difference between the total stand- 


ard value of the output of the cost center and the total actual con- _ 


sumption of material, labor, and other “cost above” items at stand- 
ard cost, i.e., actual quantities at standard prices and rates, is a 
variance created in that cost center, and is displayed in the final 
column of the sample Cost Center Statement, shown as Exhibit 1, 
which will be the basis for the greater part of this discussion. 

Such a statement is prepared at Irvin Works for each cost cen- 
ter, recognizing detailed operation of operating units as well as 
organizational responsibility at its lowest level for such unit oper- 
ation. As mentioned earlier, these statements are consolidated into 
statements combining all the operations under the responsibility of 
individual general foremen and further consolidated into a state- 
ment portraying the monthly cost performance of an entire oper- 
ating department or division and an all-inclusive consolidated cost 
center statement for the entire Irvin Works each month. The 
preparation of cost center statements in this manner provides an 
over-all view of the cost performance at each level of supervision 
and authority, which is essential for properly measuring and con- 
trolling costs. 

It will be noted from the exhibit that the report is prepared 
basically in two sections. First, a material section and, second, @ 
“cost above” section. Materials are expressed both in quantities 
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and dollars, while in the case of “cost above” (cost above materials), 
dollars only are exhibited. In the material section the budget for 
work done is computed by extending units produced by predeter- 
mined approved standard material allowances per unit of produc- 
tion and dollarizing the result at standard consumption prices, 
Quantities of materials actually used in process as well as actual 
quantities of scrap and secondary products, are evaluated at the 
same standard prices. The difference between the work done 
budget allowance for each type of expense and the actual at stand- 
ard is reflected and detailed in the final column, “usage variance.” 
In the example shown on the exhibit, it is indicated that 144 tons 
of materials in excess of the budget allowance were used, such 
excess being recovered in scrap rather than in primary product 
and, as a result of this off-standard yield performance, a dollar loss 
amounting to $3,216 was experienced. 


Costs Above Material Cost 


With reference to the “cost above” section of the exhibit, the 
dollar allowances for each element are budgeted under approved 


budget determinants, The determinants may be expressed in terms . 


of earned operating hours, tons of prime product, occurrences or, 
for certain items of expense, a fixed amount on a calendar month 
basis. The dollar rates established for the budget determinants are 
applied to the respective budget determinant actuating quantities 
and recapped on a special form to arrive at the work done budget 
for each element of expense. 

Operating labor is usually budgeted on the basis of earned oper- 
ating machine hours, the allowed basic man hours being dollarized 
at established labor rates, while the actual at standard represents 
the actual man hours used extended by these rates. The difference 
between the two is usage variance and can be attributed to machine 
performance or nonstandard use of labor. As a rule, labor stand- 
ards are in sufficient detail to give proper recognition to variable 
operating conditions, such crew size required in order to prop- 
erly and efficiently man the unit. As an example, on certain of the 
units processing sheets, a four-man crew is allowed for sheets up 
to a specified sheet weight, while on sheets which are larger and 
heavier a standard crew of five men is allowed. 

Repair and maintenance, which represents a substantial amount 
of money in a finishing mill such as Irvin Works, is a type of 
“cost above” expense which cannot be accurately judged om 4 
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monthly basis. Of necessity, repair and maintenance standards, 
both labor and material, must be based. upon normal expec- 
tancy over a long period of time. Nonrecurring items of unusual 
repairs may occur within any month, resulting in a poor cost per- 
formance for that month. Likewise, the lack of a normal amount 
of repairs may result in a favorable variance of unusual size. For 
these reasons, the total budget and actual expense for each element 
of repair and maintenance expense for the previous twelve months 
is shown on the statement. A very complete detailed analysis, ac- 
companied by statistical data, is prepared and furnished to operat- 
ing management in order that this expense may be properly con- 
trolled. Budget for work done and actual at standard quantities 
for labor and material are, of course, dollarized at the same dollar 
rates with the result that true usage variances are reflected. 

Under the caption “Fuel,” budget allowances are so established 
as to give proper recognition to source of supply, type of fuel 
available, and quantities required to produce the desired results at 
standard efficiency. Actual quantities of the various kinds of fuels 
used are charged to cost at standard prices, the difference resulting 
in usage variance. It is a relatively simple task to determine the 
variance resulting from off-standard fuel efficiency, boiler or fur- 
nace efficiency, and also variance resulting from good or poor cost 
control. 

Utilities, which include electricity, steam, and water, are items 
of.expense the use of which is widely influenced by product mix, 
this being particularly true in a highly mechanized mill such as 
Irvin Works. At this plant, there are modern high-speed cold re- 
duction mills which use tremendous amounts of electricity for 
power. It can be readily realized that wide fluctuations in power 
requirements for mills of this type occur due to the many different 
thicknesses and widths processed. A similar situation to a lesser 
degree exists in regard to steam and water. The budget allow- 
ances for these elements of expense give proper recognition to 
these variables. The remaining items of “cost above” expense, as 
shown on the cost center statement; namely, tools, operating sup- 
plies, services, and technical and works administrative expense are 
handled in a manner similar to the items previously discussed. 
Proper budget allowances are provided under suitable determi- 
nants for comparison with the actual usage at standard expendi- 
ture rates for these items of cost. 
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Getting Down to Causes of Variances 


It is apparent from the cost center statement as a whole, that, to 
get a complete analysis of cost results, a considerable amount of 
additional operating and statistical information must of necessity 
be furnished. However, the cost center statement gives an excel- 
lent method of placing a finger quickly on the spot of unusual cost 
performance, good or bad. For example, if a cost center statement 
is showing a high red variance in the material section, it is indi- 
cative that some place in the operations represented by the state- 
ment, product is being spoiled in greater quantity than considered 
standard. To get to the actual cause means that you probably have 
to go to statistical yield or scrap performance by units. However, 
such detailed information is readily available from the data used 
in the original assembly of the costs. It is apparent that the further 
down the line of responsibility you go, the back-up information 
necessary in order to analyze the causes of variance becomes more 
and more detailed. In other words, in looking at the total plant 
responsibility statements, we deal with fairly general reasons and 
discuss only major causes of variances, whereas when we reach the 


departmental level, we begin to deal with more detail as to cause © 


of variances and.at the general foreman level, the reasons for vari- 
ances are analyzed in great detail. 

Again, take operating and service labor as an example. If this 
item shows a red variance, it is indicative of one of two things. 
Either the output of equipment has been below normal, resulting 
in a high labor cost per unit produced even though the labor cost 
per hour may not have been excessive, or it could be that with 
good equipment performance, the labor cost was high due to exces- 
sive or careless use of labor. Once more, from the back-up reports, 
we are able to find whether the labor performance variance is the 
result of equipment performance or labor usage and what particu- 
lar units are responsible for the variance. 


W hat Must Be Controlled? 


A number of references have been made to the necessity of 
going to statistical data or back-up papers for the analysis of basic 
or detailed causes of variance. This may give the impression that 
the cost center statements are inadequate. On the contrary, n0 
piece of paper in itself can produce good costs. A cost statement at 
its best can only indicate to the operator where he must look for 
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improvement. In the steel business, or perhaps any business for 


that matter, there are only four major elements in the control of 
operating costs. 


I. 


Yield. The amount of prime product produced from a 
given amount of materials. 


. Labor usage. The number of man hours used in the pro- 


duction of a given unit of product. 

Production rates. The tons or other units of production 
turned out pér hour on any given piece of equipment. 
This is particularly important on high investment equip- 
ment. . 
Other material usage. The control of repair and mainte- 
nance materials, utilities, fuels, etc. 


If these four factors are properly controlled, good costs are 
automatic and what have been referred to as statistical data is 
simply detailed information in connection with these elements. All 
of the information necessary to control these elements satisfac- 
torily is available through standard costs, but not all of it shows on 
the cost center statement. 


Prerequisites and Advantages of Standard Costs for Control 


It may be well to mention, too, that good standards are neces- 
sary if there is to be a standard cost system worthy of the name 
and if the effective control possible is to be in fact realized. Some 
of the prerequisites of successful control under standard costs are: 


I, 





The standards must be realistic and accurate. Further- 
more, there must be sufficient breakdown of standards to 
cover all expected variations in product, materials, etc. 
The operating organization must be so designed that cost 
responsibility for a given area can be definitely placed 
upon individuals without a question of overlapping re- 
sponsibility or authority. Such organization has always 
been considered desirable regardless of the cost system. 
However, under standard cost, it is essential. 

Standards must be revised frequently enough to be rep- 
resentative of the current conditions. Otherwise, it is im- 
possible to get operating heads to take responsibility for 
variances. 
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4. In the original assembly of the costs, there must be suffi- 
cient detail by units so that all necessary back-up infor- 
mation can be furnished for the analysis of causes of any 
particular variance. 


Given these desirable features, it has been our experience that 
standard costs have the following advantages from an operating 
control standpoint : 


1. They have eliminated the problem of product mix and its 
effect on cost. 

. They have placed cost responsibility directly upon spe- 
cific persons in complete accordance with the manner in 
which the organization is intended to function. 

. They have yielded a dollar value for each detailed element 
of cost performance. This is of considerable importance 
for all too frequently in the past, hours were spent discuss- 
ing poor performance where very few dollars were rep- 
resented and other, apparently small, changes in perform- 
ance were neglected because the dollar importance had 
not been emphasized. Our system permits spending time - 
on the control of the cost items in respect of which dol- 
lars can be saved. 
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GRAPHICAL REPORTING OF OPERATING VARIANCES 
AND RATIO DATA 


by C. W. BENDEL, 


Chief Cost Accountant, New Holland Machine Division, Sperry Corp., 
New Holland, Pa. 


— variance reports are frequently simple tabulations of 
lists of part number, description, standard cost of the item, 
the actual acquisition or other cost, and the variance. The reports 
may be accurate and may tell the story of what has happened dur- 
ing the particular period. Unfortunately for the cost department 
which has prepared a report of this kind, management often is too 
busy to sit down and analyze it. The value of a report is con- 
siderably increased if the executive can glean the details necessary 
for decisions in the minimum of time. The cost accounting staff 
of the New Holland Machine Division of The Sperry Corpora- 
tion has endeavored to design a variance reporting system which 
will conform to this concept of a good cost variance report. 
The material used in production has been grouped according 
to importance. Labor and overhead are reported departmentally. 
Other costs are arranged by expense classification. The reports 


feature graphs depicting significant variance percentages or other 
ratio data and are built around tabular presentations for the cur- 
rent month and year to date. The variance reporting forms and 
the methods used for determining variances are described in the 


following paragraphs. 


Contents of Report to Management 

A report is submitted to management each month containing 
ten schedules, of which the first (Exhibit 1) is basic to the six 
variance schedules which follow it in the listing below. Two 
contain expense ratio data and one is devoted to raw material and 
purchased parts inventories. The variance schedules are exempli- 
fied by Exhibit 2 and the ratio schedules by Exhibit 3. The in- 
ventory schedule as it applies to raw materials is shown as Exhibit 
4. The full set of schedules may be identified individually as 
follows: 


1. Trencher Equivalents Produced. Designed to show the 
trencher production for the foundry, machine shop, press 
room, welding department, and assembly departments. 
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. Analysis of Variances in Raw Material—Steel. Designed 
to report on variances pertaining to raw materials used 
in the product: hot rolled bar and strip, cold rolled and 
tool steel; tees, angles, and channels; sheet steel: hot 
rolled and cold rolled ; and tubing. ; 

. Analysis of Variances in Foundry Materials. Covers 
variances in foundry materials required in production, 
such as pig iron, gray iron scrap, gray iron remelt, bri- 
quettes, and other material. 

. Analysis of Variances in Purchased Parts. Designed for 
reporting variances in cost of power units, finished parts, 
semifinished parts, hardware and paint, and rubber 
products. 

. Analysis of Variances—Direct Labor. Departmental 
analysis of labor variances for foundry, machine shop, 
press room, welding department, and assembly department, 

. Analysis of Variances—Overhead. Covers the same de- 
partments as the direct labor variance report. 

. Analysis of Variances—Other Costs. Designed for cov- 
ering variances in shipping department expense, selling 
expense, cash discounts, and administrative expense. 

. Analysis of Overhead—Ratio to Direct Labor. Designed 
for reporting details of overhead costs (indirect labor, 
supervision, overtime, vacation pay, and Christmas bonus, 
supplies and expense, and redistributed expenses) in- 
curred by the foundry, machine shop, press room, weld- 
ing department, and assembly department. 

. Analysis of Selling Expense—Ratio to Factory Cost. De- 
signed for analyzing the components of selling expense 
such as supplies and expense, traveling and entertainment, 
office salaries, commissions, salesman’s bonus, telephone 
and telegraph, redistributed expense, customer service, 
and advertising. 

. Inventories. Designed for reporting on raw materials 
inventories and purchased parts inventories. In one sec- 
tion are covered hot rolled bars and strip, cold rolled and 
tool steel, tees, angles and channels, sheet—hot and cold 
rolled, and tubing. In the other section are covered power 
units, finished parts, semifinished parts, hardware and 
paint, and rubber products. : 
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TRENCHER PRODUCTION 
(All Data Hypothetical} 


Standard 
D. L. Cost 


TRENCHER EQUIVALENTS PRODUCED 


Exuusit 1 


Each schedule consists of the tabulation section or sections and 
the chart section. ‘New tabulation sections are prepared each 
month. The chart section is kept up to date by plotting the applic- 
able data from the tabulations for each month on a yearly master 
chart. The final form of each schedule, as submitted to manage- 
ment, consists of a photostat, with the tabulation section superim- 
posed on the master chart. 

The year-to-date portion of the tabulation section in each chart 
falls in with the lines and columns of the current month portion. 
Year-to-date amounts are obtained by adding the values in the 
year-to-date section of the previous month’s report to those which 
have been accumulated for the current month. The chart sec- 
tions of the variance schedules, as exemplified in Exhibit 2 and 
of the ratio schedules as exemplified in Exhibit 3, plot percentage 
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data developed in the tabulation sections. The chart sections of 
the trencher production schedule (Exhibit,1), and of the inventory 
schedule (Exhibit 4), plot trencher unit equivalents produced or 
in inventory, respectively. 

There are also a few additional schedules included in the report 
each month in respect of performance on detailed product items 
(Exhibit 5) which the cost department may wish to call to the 
attention of management. Their number and contents depend 
upon conditions. These schedules, as issued, supplement those 
enumerated above. 


Variance Reporting 

Our reports provide, in effect, for simultaneous recognition of 
change in volume of inventories at standard costs and of vari- 
ances resulting from purchases and processing for the month, 
designated as cost variances. The key to this is Exhibit 1 which 
displays the month’s production equivalent in trencher units as 
the quotient of standard direct labor cost charged to operations, 
(this standard cost has been adjusted for changes in production 
operations or in subcontracting of parts or operations) divided by 
standard direct labor cost per unit. Incidentally, the graphic rep- 
resentation of this production equivalent for the various months 
of the year to date, shown at the bottom of Exhibit 1, is a helpful 
first picture to present to management in the month’s report. 

The production equivalent of 515 shown assists in setting up 
Exhibit 1, the raw steel variance schedule. Other variance sched- 
ules are constructed on the same principle. The standard unit cost 
of each type of material as displayed in the first column, multiplied 
by 515, yields the second column or the standard dollar amount 
applicable to the month’s production. The difference between 
this column and the next one, which shows amounts provided by 
the tabulating department for the standard cost of material in 
these classifications (1) purchased and (2) charged to produc- 
tion, accounts for the variation (increase) in these inventories at 
standard costs during the month and will be found so_headed in 
the center of Exhibit 2. 

A forward reference to Exhibit 4 will disclose that the dollar 
amounts for this change are carried to the inventory schedule as 
the bridge between opening and closing balances. 

We are now ready to handle the cost variances for the month 
for the purposes of Exhibit 2. The third and last standard cost 
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column, designated “charge applied,” represents, in accordance 
with considerations which have already been given, the standard 
cost of applicable materials purchased or used during the month. 
Comparison of this column with the adjoining actual cost column, 
also provided by the tabulating department from the month’s 
transactions, gives the composite cost variance. This may be made 
up of factors of price, labor rate, usage, volume, or other type of 
variance and its segregation into controllable and uncontrollable 
elements is accomplished in the remainder of the schedule. 


Controllable and Uncontrollable Cost Variances 


There is a fair amount of underlying work required for this 
segregation. In general, the procedure is to determine the amount 
of uncontrollable variances and to deduct these from the cost 
variance amount for the item in-question to obtain the amount for 
the controllable variance column. 

The values for uncontrollable variance amounts are obtained 
from the following sources, depending on the variance schedule 
in preparation : 


1. Materials. The purchasing department keeps the cost 
section informed of changes in mill prices and other cost 
changes over which they have no control. The detailed 
tabulating report of materials acquired is checked for 
items of this kind. The quantity acquired is multiplied 
by the difference between the basic standard price and the 
current standard price to obtain the uncontrollable variance 
value. 

. Labor. The actual direct labor hours reported for the 
month are multiplied by the increased labor cost per hour. 
Overhead and Other Costs. Actual uncontrollable over- 
head reported minus the standard uncontrollable overhead 
allowance (trencher equivalents multiplied by standard 
uncontrollable overhead allowance per unit). 


The uncontrollable portion of a material price variance is deter- 
mined as the difference between the standard price which was 
used at the time the standards were set and the current standard 
price of the material. General wage increases or other changes 
in the base rates constitute the uncontrollable labor variance. Re- 
distributed expenses and similar elements of overhead constitute 
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the uncontrollable overhead variance. Shipping, selling, and ad- 
ministrative expenses also include redistributed expenses which 
are uncontrollable elements. For this purpose, cash discounts and 
royalties are considered entirely uncontrollable. 

The controllable elements of the price variances will include 
variances created by changes in price due to change of supplier, 
emergency purchases of less than standard quantities, etc. Con- 
trollable labor variance includes increased bonus earnings, in- 
creased labor costs due to merit wage increases, changes in pro- 
duction methods, changes to standard time allowances, etc. Over- 
head variances considered controllable are charges for depart- 
mental indirect labor, foreman and supervisor wages, overtime 
premium, small tools, supplies and expense. The controllable 


ANALYSIS OF SELLING ExpenseE—Ratio to Factory Cost 
All data hypothetical 


Month of July 1948 Current month Year to date 


Units sold 400 XXXX 3,200 xxxx 
Factory cost xxXxx $2,080,000 xxxx 


Kind of expense Per cent Amount Per cent 


Supplies and expense. . i $ 9,438 
Traveling and entertain- 

ment , : 42,770 
Customer’s service .... ‘ 14,658 
*Commission 5,304 ‘ 45,683 
*Salesman’s bonus .. .. . : 13,855 
*Telephone and telegraph ; 9,839 
*Advertising 6 . 47,590 
*Salaries, office , . 54,818 
*Redistributed expense. . 8,918 ‘ 68,674 


$ 39,754 $ 307,325 


*Grids for these items omitted from exhibit. 
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element of shipping, selling, and administrative expenses includes 
departmental labor, supplies and expense, traveling and entertain- 
ment expenses, office salaries, commission, salesmen’s bonus, tele- 
phone and telegraph expenses, customer service expense, and 
advertising. 


The Ratio Schedules 


The two ratio schedules listed earlier in the article concern 
overhead and selling expense and, as also noted earlier, the latter 
is illustrated by Exhibit 3. These are ratio schedules, as distin- 
guished from variance schedules, in that they relate actual expendi- 
ture to a base with which it may be expected to show general 
correlation rather than to a predetermined amount for the outlay, 
The base used for overhead is standard direct labor. Factory 
cost serves as the base for selling expense. Each schedule car- 
ries a current month, year-to-date, and chart section as with the 
variance schedules. 

The overhead ratio schedule runs to greater length than the 
other schedules because expense classifications are detailed de- 
partmentally. These classifications include indirect labor, super- 
vision, overtime, vacation pay, Christmas bonus accruals, direct 
expense, and redistributed expense—all as prepared by the tabu- 
lating department after each month’s run of operating data. The 
percentage column, relating the total of each expense category to 
standard direct labor dollars for the month, is reflected in the 
chart section by a separate grid for each item, traversing the 
months of the year. 

It is somewhat similar with selling expenses, as a glance at 
Exhibit 3 will show, except that departmental detail is not involved 
arid the ratio computations strike off the behavior of this class of 
expensé against factory cost. The tabulation section of the 
schédule is particularly compact. As with the overhead ratio 
schedule, there is a separate grid for each classification, showing 
in what measure selling expense has risen or fallen in proportion 
to factory costs. Factory cost is arrived at for this purpose as 
units sold times factory cost per unit. 


Inventories of Materials and Purchased Parts 


The report of inventories includes two tabulation sections, raw 
material section and purchased parts section. Only the raw 
material section is illustrated in Exhibit 4. However, both tables 
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INVENTORIES 
All data hypothetical | 


Raw Materials 
Trencher 


Beginning Increase End equiva- 
Kind of material of month ordecrease of month lents 


Hot rolled, bars and strip.. $28,372 $3,314 2668 
Cold rolled and tool steel. 20,482 243 2454 
Tees, angles, channels 88 4,350 3414 
*Sheet steel 3,237 4127 
*Steel tubing 484 2273 


*Grids for these items omitted from exhibit. 


ExuHisit 4 


carry opening and closing dollar balances at standard costs, recon- 
ciled through the net change figures afforded by the inventory 
variation column of Exhibit 2. In addition they contain a con- 
version of the closing inventory for the month to quantities in 
terms of trencher equivalents. The chart section reflects the 
quantity data in separate grids for each inventory classification. 
The graphs serve to depict inventory fluctuations as well as quan- 
tity on hand in terms of trencher equivalents. 


Ready and Significant Information 

There will always be detailed items showing unusual and adverse 
cost variances. Some of these will affect totals and percentages 
and thus provoke inquiry. Others will not and might therefore 
escape notice. It helps to have items of this kind spotted in ad- 
vance, so far as possible, and drawn to the attention of manage- 
ment. In the course of compiling the schedules which go to 
make up the report which has been the subject of this article, we 
try to pick up items which will benefit from such attention. They 
are disclosed in a supplementary schedule, exemplified in Ex- 
hibit 5. 
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SUPPLEMENTARY Report OF RAw MATERIAL VARIANCES 
MATERIAL PurcHASED During Jury, 1948 


Raw Material—Hot Rolled Bars and Strip 
Standard Actual 
Item Quantity value cost 


1x % HR Bars 3000: $ 120.00 $ 300.00 
2x % HR Bars 5000 220.00 350.00 
4x % HR Strip 10000 360.00 480.00 


Raw Material—Hot or Cold Rolled Sheet 


10 ga. Sheet-—HR 250003 $1000.00 $2500.00 
16 ga. Sheet-—HR 160007 540.00 1120.00 
20 ga. Sheet-—HR 100007 450.00 900.00 





Purchased Parts—Semifinished 


10184—Main Gear 1000 $ 250.00 $ 350.00 
01181—Flywheel 1800 1800.00 2600.00 


Purchased Parts—Rubber Products 


00999—Tires 3000 $45000.00 $60000.00 
01000—Tubes 2400 4800.00 6000.00 


Exuusit 5 


The graphic presentation of percentages and ratios is a boon 
to the busy executive and the time required for perusal of siand- 
ards data is considerably reduced. The accumulation of the de- 
tailed data is a negligible operation due to the use of mechanical 
tabulating machines. 

Top management receives a complete variance report. Copies 
of material variance reports are delivered to the purchasing de- 
partment. Labor and overhead reports are submitted to the plant 
superintendent. Analysis of selling expense is given to the sales 
manager and the inventory report is directed to the attention of 
the head of production control and inventories section. This type 
of variance and ratio data reporting has been found to be very 
satisfactory and is a desirable and necessary part of a standard 


cost system. 








KEYING THE SALES BUDGET TO CUSTOMER BUYING NEEDS 


by D. E. MERRIFIELD, 
Cost Accountant and Industrial Engineer, 


The Specialty Papers Co., 
Dayton, Ohio. 

AN effective hold can be had on sales effort through the sales 
budget. The procedure for sales budgeting here presented has 
been devised with all of the usual problems of selling goods kept 
in mind but, more specifically, it stresses the point of seeking out 
those customers who will buy our goods at a rate that will be to our 

mutual advantage. To carry this thought further : 
1. We desire to sell enough goods in such a manner that we 

can maintain our plant on a near capacity load. 

. We desire to maintain good customer relations, which we 
believe can be done if we are allowed to assist in arrang- 
ing shipments in an orderly sequence. 

. We believe that the two goals mentioned first will aid us 
materially in making the sum total of all our business 
more profitable so that, in the final analysis, lower prices 
may be enjoyed by all customers. 


To give effect to the proper balance among the above consider- 
ations requires a good deal of sales effort and planning. They rep- 
resent broad selling functions which, in daily action, are the out- 
ward manifestations of a sales policy. An effective approach to the 
solution of the problem of making the policy a reality is to be found 
in the use of a sales budget plan that goes hand in hand with sales 
effort and reveals, in an orderly manner and in advance, the buy- 
ing situation of each customer. 

We are waxed paper converters currently producing fifty million 
pounds per year. We do not make the paper but buy it from some 
twenty paper mills. The paper is bought on specifications for kind, 
texture, and color to make the 250 or more grades which we offer 
to the trade as our product. Special grades are required for lim- 
ited uses, but for the most part we adhere to the standard grades. 
However, due to the numerous special demands from the custom- 
ers, transactions must be handled on an order-by-order basis. 


Initial Sales Classification and Analysis 
There is a far-reaching demand for waxed paper, and the uses 
are wide and include many basic industries. However, to sell this 
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highly diversified product to near plant capacity requires a con- 
tinuing sales study of broad scope. In solving this problem in our 
company, the preliminary groundwork began with setting up ten 
major classifications under which all of our 250 grades could log- 
ically be grouped. By the mere fact of using such a breakdown, 
the extreme bulkiness of the project was materially reduced. The 
breakdawn into these major classifications was facilitated by the 
fact that all grades have family designations and these designations 
are such that the end use of the product by industry is indicated in 
most cases. Having this separation available has made it possible 
to establish a correlation of our sales plans, with the business 
trends in the various industry lines as reported by nation-wide 
services. We do not rely disproportionately on any source for 
these trends but all such matter received is promptly taken note of 
and given consideration in our plans, on a day-to-day basis, largely 
by the director of sales and his immediate staff. 

What the classifications, themselves, afford by way of an ap- 
proach to planning of sales efforts by industries by customers is 
apparent from the following brief descriptions: 


1. Various Printed Grades. This group may contain any 
grade from among the other classifications, if printed. 
2. Breadwrappers. Always printed but serves one industry. 
3. Dry Waxed Grades. Tobacco mechanical, and textiles, 
. Drinking Cup Stock Grades. Drinking cups, souffle cups, 
and doilies. 
. Laminated Grades. Generally restricted to ready-mixed 
foods. 
Transparent Grades. Fancy display package for tobacco 
and food. 
. Wet Waxed Grades. Foods that are packaged and sealed 
by wrapping machines and other volume uses. 
. Semidry Waxed Grades. Tobacco packaging. 
One Side Waxed Grades. Locker and deep freeze pur- 
pose, foil mounting, soap, and mechanical. 
. Sheets. Any grade from the eight other classifications 
produced in sheets (other classifications are in rolls). 


The ten major classifications above cover 98 per cent of sales 
volume and may be considered complete coverage for practical pur- 
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poses, Based on this segregation the sales budget planning pro- 
ceeded with a sales analysis for a selected, recent year. All sales 
were broken down among the ten classifications. But this was only 
a starter. Each classification was broken down by grade, month, 
and tonnage, and, further, to customers by month and tonnage. 
This analysis was accomplished rapidly by use of unit sales ticket 
runups summarized on work sheets. 


Working Up to the Objective of Sales Budgeting 


The completed analysis provided a basis for the director of sales 
and his staff to set up the budget for the first year. It became 
readily apparent which grades were low in tonnage and which were 
spotty as to monthly sales on a tonnage basis. The analysis also 
revealed how often each customer was buying and the grade and 
tonnage required. In formulating the budget from such indica- 
tions, the problem became one of making a survey of the possibil- 
ities inherent in the individual grades. Among some of the con- 
siderations was the ability to get sufficient paper to carry out the 
projected quota, the machine capacity to process the quota, and the 
possibility of changes which might curtail use of the product. 

Out of this stage of planning, the company’s objective was estab- 
lished. This objective was finally beamed at each customer and 
prospective customer with the thought in mind of evaluating his 
yearly and monthly rate of usage. Thus, in the final stage, the 
budget represented a whole series of customer studies which estab- 
lished the quota or budget for each grade of our line. In this con- 
nection, it is well to consider that in formulating a budget a game 
is being played in which the factor of chance is present. However, 
when a thorough study has been made of a generous number of 
items and there has beer careful evaluation, the chances are defi- 
nitely on the winning side. While the budget is in course of com- 
pilation, it is quite likely that in some instances it will not be pos- 
sible to provide prospective sales up to the quota desired for cer- 
tain months. In such cases it is a good plan to fill in to the re- 
quired quota and indicate that, as these periods are approached, 
extra sales effort will be needed. 


An Innovation: The “Sales Station” Technique 


With the budget in hand, things did not happen thereafter just 
because a plan had been set up. We still had to work over it and 
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blow breath into it to keep it alive. There is much to do every day 
throughout the year. No budget can be wound up tight enough to 
keep a factory running. However, we did adopt, after success with 
our customer studies, what we have found to be both a sound and 
practical concept of sales budgeting. To us, a sales budget is a 
means of telling your salesmen where to go before they tell you 
they have gone. To effect this, our plan provided for a withdrawal © 
of a certain number of salesmen from circulation and their assign- 
ment to a prescribed number of “selling stations” located in the 
general offices, each covering one or more major classification. 

By advanced training, salesmen were selected to head these sta- 
tions as sales station managers. The training stressed a high de- 
gree of specialization to cover the products assigned, and provided 
a good foundation of technique in gaining and holding customers 
through good customer relations. These men work at the customer 
level and the pay-off is a constantly strengthened budget with all 
that it implies. The station manager works in an unlimited terri- 
tory but travel is reduced to a minimum by short and well-directed 
trips for customer contact. The primary purpose of the stations, 
of course, is to provide direct control over the allotted grades in 
such detail that each grade is moving into the customer’s hand in 
close relation to the budget. Failure to meet the budget in any 
grade soon becomes known to the director of sales. 


Facilitating Production Control and Sales Effort 


Production control relies very heavily on the sales budget. With 
this thought in mind, there has been incorporated in the over-all 
plan a schedule which shows continuously the potential demand for 
each and every specification of paper. In addition, the quantity of 
direct materials and machine hours required for processing are 
set up. Since, in many instances, we have to provide our suppliers 
with our requirements two months in advance of .our conversion 
date, this information furnishes a much-needed guide. 

The sales budget plan of our company as it has been outlined 
here affords a vast storehouse of possibilities awaiting to be ap- 
plied to many lines of business, particularly from the viewpoint of 
a customer relations program. If a company can, at one and the 
same time, both set and even its production schedules and also 
draw closer to the problems of supply which are weighing upon 
its customers, a very worth-while step for the business as a whole 
has been taken. 





PUBLIC WAREHOUSING OF PRODUCT UNDER 
MANUFACTURING DEPARTMENT CONTROL 


by RICHARD J. HALLORAN, 
Assistant to the Controller, York Corp., 


York, Pa. 

WE are engaged in the manufacture of air conditioning and re- 

lfrigeration equipment, frozen food cabinets, and allied prod- 
ucts, most of which are more or less seasonal as far as sales are 
concerned. In order to provide space for the excess of production 
over sales during the slack selling seasons, to reduce transportation 
costs to our customers who are on an f.o.b. basis, and to reduce 
delivery time to them, our company adopted, early in 1948, a policy 
of warehousing a large portion of finished goods inventory in 
public warehouses at various points throughout the country. The 
purpose of this paper is to describe the program as a whole and 
the accounting and paper work procedures devised for it. 


Improved Production Scheduling and Customer Service 


The disposal of excess production thus effected-gives the factory 
an opportunity to manufacture on a program basis with consequent 
longer runs and lower costs. The elimination of the necessity of 
bringing a large number of products with identical selling seasons 
into the finished product stage at the same time relieves congestion, 
promotes better meeting of schedules, and in general encourages 
a better controlled and more economical operation. 

Benefits also accrue to customers. The policy calls for ship- 
ment to public warehouses in carload lots only and reshipment 
from the warehouses according to customers’ orders which, gen- 
erally, are in less than carload quantities. We selected warehouses 
in large cities so located that the great majority of our customers 
realize substantial monetary savings from the combination of car- 
load freight rates from the factory to the warehouse plus L.c.l. 
rates from the warehouse to them, as compared to l.c.l. rates all 
the way. The location of the warehouses is such that time con- 
_Sumed en route from them to the customer is materially reduced 
in comparison with that involved in shipment from the factory. 


Selection of Warebouses 


Warehouses selected were in every case well equipped, finan- 
cially stable organizations with experience in handling a variety 
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of products for clients with particular needs. A strict require 
ment, from the accounting department standpoint, was that facili- 
ties be provided for handling paper work in the form of bills of 
lading, sight drafts, invoice copies, inventory lists, etc. We found 
that the better equipped warehouses were quite capable of perform- 
ing almost any operation of a clerical nature as well as all the 
normal functions of receiving, handling, storing, and shipping. 
However, in order to render a contribution to the program by 
keeping the clerical expense at a minimum, we devised our pro- 
cedures so that the warehouses were asked to perform a minimum 
of the clerical work. As one of the warehouse managers told us, 
“a good public warehouse will perform any function you ask for 
and will perform it well, but we charge you for everything we do.” 

From an organizational standpoint, the operation of the public 
warehousing program was placed under our manufacturing divi- 
sion rather than under the sales organization. The primary rea- 
son for this decision was the objective of keeping the production 
lines clear of finished stock problems. Decisions to fill orders 
from warehouse or factory stock are strictly in the province of the 
manufacturing staff. 

Warehouses are selected by the manufacturing division after 
recommendations from the sales division as to geographical loca- 
tion and are jointly approved by the manufacturing, sales, and con- 
troller’s divisions. Decisions as to original, additional, or changed 
locations are based on the following factors: 

1. Need for additional space over that available in current 
locations. 
Shorter delivery time to surrounding territories. 
Desirability of water, or part water, shipment to some lo- 
cations. 
Atmospheric conditions affecting our products. 
Shifts in, or new facts relative to, the concentration of 
sales potential. 
More favorable storage rates available in other locations. 
More favorable state tax rates available in other locations. 
More favorable transportation costs to other locations. 
Physical facilities available. 
Financial condition. 
Clerical facilities available. 
Acceptability from an insurance standpoint. 
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Quotations on Products Included in the Program 

Products stored in the warehouses are limited to those of a 
packaged nature which can be shipped to the warehouses in indi- 
vidual crates. They must have motors with conventional motor 
characteristics and in general be of such nature that the public 
warehouse personnel can identify them easily from crate markings 
when making shipment. 


Price Listinc oF Propucts SELECTED FOR WAREHOUSING 


F.O.B. Distributor Prices 
At- St. | Oak- 
Commodity _|Model| Current | Wt. | York | Phila. | lanta | Louis | land 


Frozen food cabs.}| 165 | 115-1-60| 508 | $xxx $xxx $xxx 
350 | 115-1-60| 1010 | xxx xxx x | xxx 
350 | 230-1-60| 1010 | xxx xxx 


ExuHrsiT 1 






































Distributor prices for each product included in the program are 
published on an f.o.b. basis from the factory and from each of the 
warehouses. A portion of a page from the price list appears as in 
Exhibit 1. Each distributor is assigned to a warehouse and in- 


formed that his orders will be filled either from that warehouse or 
from the factory at the discretion of the company. In unusual 
cases he may receive a shipment from a warehouse other than his 
designated warehouse, due to availability of stock. In those in- 
stances he is protected against extra freight costs by a credit for 
the freight differential. 


Stocking the Warebouses 


The production control department determines which products 
are to be forwarded to public warehouses, through reviews of pro- 
duction schedules and current sales orders. Only the excess of 
production over orders calling for shipment in the near future is 
warehoused. Shipments to customers are made from production 
whenever there is a choice since this results in a double advantage. 
The factory areas are cleared immediately and a warehousing 
charge on those particular products is saved. In and out charges 
are already paid on the items in the warehouse and shipping from 
there in preference to shipment from production might result in 
eventual replacement and duplication of service charges. The de- 
termination of quantities to be shipped to particular warehouses is 
made upon consultation with the market research department 
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AUTHORIZED SHIPMENT Basis 





WAREHOUSE INSTRUCTIONS 








This order to be shipped Open acct. 
as checked. S/D— B/L 


C.O.D. 




















Other instructions : 




















Exuusit 2 


where sales forecasts and other marketing tools are utilized. Prod- 
ucts shipped to warehouses clear the factory on factory transfer 
orders with the freight charged to inventory. 

We have not felt it necessary to segregate the value of inventory 
in the warehouses from other stock in our accounts. We feel that 
stock records, by warehouse, provide sufficient detail. If it should 
become necessary, we can establish a separate account for all ware- 
houses or individual accounts for each warehouse and make a 
transfer of value each time a factory transfer order is completed. 


Handling Distributors’ Orders 

The distributor’s order is forwarded to the factory through the 
local sales office as in our standard procedure. The factory order 
department decides that the shipment should be made from a ware- 
house after reviewing the availability of stock at the factory and 
at the warehouse and space conditions at the factory. The order, 
showing the particular warehouse, is then forwarded to the billing 
department where it is priced and sent to the treasurer’s depart- 
ment for credit approval. The treasurer’s department decides 
whether the shipment will be made on an open account, c.o.d., oF 
sight draft basis and indicates its decision on a special block which 
has been imprinted on order forms. This block is illustrated in 
Exhibit 2. Depending upon the block checked, the treasurer’s de- 
partment proceeds as follows: 


Open account shipments. Three copies of the order are 
forwarded directly to the designated warehouse. 
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C.o.d. shipments. Treasurer’s department contacts the bill- 
ing department for a pro forma invoice and forwards it to the 
warehouse along with three copies of the order. 


Sight draft shipments. Treasurer’s department contacts the 
billing department for a pro forma invoice and prepares the 
sight draft, a letter to the customer’s bank, and the bill of lad- 
ing on which it secures endorsement. All of these papers are 
forwarded to the warehouse along with three copies of the 
order. 


Upon receipt of the papers, the public warehouse performs these 
operations : 

. Posts serial numbers and weights to the order copies. 

. Attaches one copy of the order to the shipment as a pack- 
ing slip. 

. Prepares bills of lading for open account and c.o.d. ship- 
ments or completes sight draft bills of lading by adding 
serial numbers and weights. 

. Forwards sight drafts, letters, and pro forma invoices to 
banks and customers. 

. Makes shipments. 

. Retains a copy of each order for its records. 

. Returns a copy of each order and two copies of each bill 
of lading to the order department at the factory. 


C.o.d. shipments list our company as the payee and funds col- 
lected are forwarded directly to our office by the carriers. We do 
not ask the public warehouses to make any collections or handle 
any funds. 

Upon receipt of order copies evidencing shipment from a ware- 
house, the order department posts the shipments to stock record 
cards and forwards the order copies to the billing department 
where invoices are completed and distributed in the same manner 
as for shipments from the factory, thus completing the full cycle 
of shipping and billing. 


Warebousing and Freight Costs; Insurance Coverage 


At the time this program was approved, our management made 
a decision to absorb the cost of receiving, storing, and shipping 
of our products by the public warehouses rather than to pass this 
expense along to our customers as a warehouse surcharge. Freight 
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to the warehouses is passed to the customers, as described above, 
by its inclusion in f.o.b. warehouse prices. Since carload ship- 
ments to the warehouses result in lower over-all freight costs, 
there is of course no objection raised to the inclusion of carload 
freight in the f.o.b. price. 

We record invoices from the warehouses for handling and stor- 
age and any special charges for services in a special expense ac- 
count, which enables us to keep up to date on the cost of the pro- 
gram. We can also determine the expenditure for any individual 
warehouse, by analysis, if requested. Should the requests become 
numerous, we can always provide subaccounts for each warehouse. 

Freight to the warehouse is charged directly to inventory. We 
operate a standard cost system and when invoices for warehouse 
shipments are costed and inventory relieved, the cost includes an 
element for freight. The amount of this freight element is deter- 
mined from prepared lists of the products which are warehoused, 
showing the amount of freight for each and based on the shipping 
weight and the carload freight rates per hundred pounds from the 
factory to the various warehouses. When physical inventories are 
priced, the total shipping weight in each warehouse is computed 
from prepared schedules by product and extended at the carload 
rate to the particular city. The resulting amount is added to the 
staridard product value. 

Once each month a listing of inventory is received from each 
warehouse. There is no charge made us for this service. These list- 
ings are reconciled with stock record cards, extended at selling 
prices, and forwarded to the insurance department for checking 
against coverage. In addition, copies of factory orders for ship- 
ments to the warehouses are received by the controller’s depart 
ment. These are extended at selling prices and the insurance de- 
partment is thus given interim advice of sizeable changes in value 
at any location since the last monthly report. 


A Smoothly Operating Procedure 

To date the program is proceeding according to schedule and 
along the lines described herein. There has been no undue com 
fusion. The mechanics as set up have proven themselves to be @ 
simplified method of controlling shipments, credit, and paper work 
for a program involving locations and personnel independent of 
our organization. . 





COST ACCOUNTING FOR SERVICES—THE COMMERCIAL 
BANK'S COST PROBLEM 


by ARNOLD J. RYDEN, JR., 
Supervisor of Cost Accounting, Northwestern National Bank, 


Minneapolis, Minn. 
S in industry, the primary purpose of cost accounting in banks 
is to isolate managerial problems and to provide quantitative 
data to substantiate or refute existing opinions in regard to the 
solutions of these problems. 

While the development and growth of cost accounting in banks 
has not been as extensive as in industry, a number of banks have 
used cost accounting techniques for many years and an increasing 
number are becoming aware of the need for and value of cost ac- 
counting data. 

In pursuing the subject in this article the material is presented 
under the following headings: (1) the general objectives of cost 
accounting in banks, (2) an outline of the methods of accumulat- 
ing cost data, and (3) managerial uses of cost data. 


GENERAL OBJECTIVES 

The major objectives of cost accounting likewise fall into three 
categories: (1) long-range policies, (2) control of operations, - 
and (3) pricing. 

Long-Range Policies 

Just as manufacturers must make decisions as to which products 
should be emphasized and which should be curtailed, bankers must 
formulate policies which will produce the largest profit over the 
long run. Sometimes it is necessary for manufacturers to continue 
a product which is losing money in order to present a complete 
line. Similarly banks must continue to perform some services from 
which little or no revenue is received. However, with accurate cost 
data management can be kept aware of the costs of unprofitable 
services so that the proper balance may be maintained. 

These points are rather well illustrated by the following section 
of a report submitted to the top management of one of the nation’s 
leading banks : 

“The greater portion of our earnings arises from the me- 
dium- and large-sized accounts in each and every phase of our 
business yet every customer, i‘respective of the size of his ac- 
count, is a possible prospect for other types of banking busi- 
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ness and might be influential in attracting friends and 
acquaintances to the bank. 

“The question then follows as to whether our advertising, 
new business effort, and operating policies are properly & 
rected to produce a good balance betweer: the factors of earn- 
ings and good public relations and to obtain the right propor 
tion of all classes of business.” 


It is easy for the cost accountant in a bank as elsewhere to be 
come bogged down in the voluminous detail which is such an im 
portant part of his work. But if he is to do a complete job, he 
too must realize that long-range plans as well as current operating 
practices should be based on realistic cost and profit data. On the 
other hand, it has happened many times that those responsible for 
accounting in banks have been discouraged from analyzing the 
costs of various functions because management has said “There is 
no point in going mto that subject because our public relations poli- 
cies require us to continue on our present basis.” 


Control of Operations 

Measurement of the efficiency of the various operating units is 
the second major objective. Development of departmental and unit 
cost comparisons provides the stimulus for closer scrutiny of 
operating methods and procedures, which is the forerunner of 
greater operating efficiency. Here banks are at a disadvantage for 
several reasons. First of all, it is exteremely difficult to get realistic 
measures of activity (production). Rather than spinning so many 
pounds of yarn or assembling so many toasters, banks process 4 
variety of pieces of paper in many different ways. 

For example, the tellers receive deposits (some with cash, some 
without), cash checks (on this bank, other local banks, and out-of- 
town banks), cash savings bonds, prepare currency and coin for 
use in customers’ payrolls, and do a variety of other tasks. The 
smaller the bank the larger variety of things one individual may 
do. Furthermore, banks a@nnot schedule their own production, 
except in a few departments. Rather, it is determined by the ae 
tions of the customers. For example, check cashing is greatest 
on Fridays and on the fifteerth and last days of each month. Ia 
the proof department, the acfivity is heavy on Mondays and the 
days after holidays. Comparisons are also difficult because most 
banks have retained the month zs the accounting period, despite the 
variations in number of work days. 
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However, when cost accounting techniques are combined with 
other methods of production control, such as weekly comparisons 
of hours and production, considerable benefits may be derived. 
The mere existence of cost accounting in banks has created, I be- 
lieve, a cost-consciousness among those responsible for the incur- 
rence of expenses. 


Pricing 

Intelligent pricing requires, in addition to knowledge of demand 
and competition, an accurate understanding of the costs of the 
services to be priced. Prices of services in banks are considerably 
less easily related to cost than is the case with industrial products. 
The customer pays for many services simply by maintaining an 
adequate balance in his checking account. For other services, such 
as credit information, he generally pays nothing. Since many free 
services are regarded as public relations or business development, 
management should be made aware of their costs. 

In the past many banks were satisfied if the charges for services 
equalled what the costs were thought to be. Income came largely 
from interest on loans, while other possible sources of income were 
neglected. Obviously, pricing of bank services should provide not 
merely for a recovery of costs, but also as large an element of 
profit as is consistent with the long-range development of the bank. 


AccuMULATING Cost Data 
With these objectives in mind, we can go on to review briefly 
the procedures involved in accumulating cost data. The bank func- 
tions may be grouped as (1) obtaining funds, (2) investing funds, 
and (3) other services. 


Functional Grouping of Departments 

Each of these functional groups includes several operating de- 
partments, all of which are benefitted by a host of service depart- 
ments. The following is an outline of the principal departments 
in each of these groups : 


yd Funds. (Primarily in securing, servicing, and maintaining de- 


Major Departments Supporting Departments 
i Proof New business. 
Bank deposit Bookkeeping Transit 
Commercial checking oma in ag checks) Tellers 
Capital funds = (service charge computa- 
tion 
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Paneetine Funds. (Investing the funds provided by the departments listed 
above.) i 
Investment (in securities) Installment loan (consumers) 

Commercial loan (large businesses) Mortgage loan (home owners) 


Other Services: 
Trust Safe deposit 
Collection (of drafts, coupons, etc.) Bond trading 

Each of the four last-mentioned departments obtains income d- 
rectly for the services performed, and also provides services for 
the other two major groups. For example, the collection depart 
ment provides some services for correspondent banks without 
charge (presumably to keep their deposits). Similarly the trust 
department may provide safekeeping services for correspondent 
banks, possibly without charge. The costs of these services must 
be regarded as part of the costs of obtaining funds from cor 
respondent banks. Therefore, transfers of costs must be made to 
present the true profit pictures of the various functions. The bond 
trading department may perform a dual function—that of a trader 
in bonds and of investor of bank funds. Still other departments 
produce no income and may be designated as general service de 
partments to the various operating departments. Such are: : 
Personnel Auditing 
Switchboard General accounting 
Purchasing Central filing 
Addressograph Guards and floormen 
Mimeograph Mailing 
Stenographic 


Accrual, Allocation, and Cost Assembly Problems 

With the above functional and departmental structure in mind, 
let us look at the detail methods of accumulating cost data. The 
emphasis that banks have placed on liquidity has retarded the full 
development of accrual accounting. While most of the income & 
reported on a proper accrual basis, some important expenditures 
are still treated on a cash basis. The outstanding example is the 
treatment of purchases of equipment and furniture and fixtures. 
Even today in many banks such purchases are charged directly ® 
current expense (or, if too large, to undivided profits or to re 
serves previously provided from undivided profits, e.g., a reserve 
for contingencies). Similarly, in some banks insurance premiums 
covering three years may be charged to expense in the month i 
which paid. Therefore, if the cost accountant is temporarily unable 
to change the accounting practices to bring them into accordant® 
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with generally accepted principles, he must adjust the expense as 
reported to cost on an accrual basis. In addition, current bad debt 
losses or recoveries may be replaced by a twenty-year average (as 
is permitted for Federal income tax purposes). 

As in any manufacturing concern, costs must first be allocated 
on a variety of selected bases to the cost centers or departments. 
Similarly, income must be channeled to the appropriate depart- 
ment. Expenses of general service departments, such as mainte- 
nance in a manufacturing concern, must be charged back to operat- 
ing departments. Expenses which cannot logically be charged 
directly to departments, such as donations and institutional ad- 
vertising, must be prorated to operating units, possibly in propor- 
tion to total expenses or some other convenient basis. 

At this point, a statement can be prepared which shows the com- 
parative gross yields, costs, and net yields of the various loaning 
and investing functions, as in Exhibit 1, and likewise, as in Ex- 
hibit 2, the comparative costs of various sources of funds can be 
determined. Net profits from individual services, such as the trust 
department, can be prepared as single column statements with simi- 
lar side headings. 


LoANING AND INvEsTING Function—Cost AND EARNINGS 
(000 omitted) 


Invest- 
ments loans loans 


Average outstanding 4 $300,000 $200,900 $20,000 $25,000 
Gross interest earnings 4,500 6,000 1,400 1,000 
Per cent gross yield : 1.5% 3.9% 70% 40% 


Expenses 
Direct to departments : 250 650 590 200 
Share of service departments 56 250 40 25 
Share of indirect 229 34 100 70 25 
rtmental charges .. mage dua ay 





Total expenses .... 300 1,000 700 250 





Net interest earnings 4,200 5,000 700 750 
Per cent net yield 14% 25% 35% 30% 
Average bad debt loss * ee —.3% —.1% 
Yield before cost of obtain- 

1.4% 2.2% 3.4% 2.9% 


ExuHisit 1 





N.A.C.A, B 


Ostaintinc Funps—Cost anp EARNINGS 
(000 omitted) \ 
Com- - 
Total Bank mercial Savings 
$864,000 $185,000 $585,000 $54,000 $4000 


Legal and cash reserves.. 214,000 50,000 160,000 4,000 
Float =" process 


105,000 35,000 70,000 Nominal 
545,000 100,000 355,000 

184% 184% 184% 

10,028 1,840 6,532 








Direct to departments**.... 3,872 820 2,432 
Share of service departments 465 140 300 
Share of indirect 355 ~ 250 


Interdepartmental charges .. 90 
Total expenses .... 4,782 1,140 2,982 





620 
Net earnings before income 

taxes 5,246 700 3,550 300 
Per cent of average deposits 61% 38% 61% 56% 
Per cent of invested funds. . .96% 70% 1.00% 60% 


* Yields on various types of loans or investments may be i ; 
cated to certain types of funds, since usually the kinds and volume of loans 
depend upon the nature of the available funds. 


** Includes interest expense and Federal deposit insurance. 


Exursit 2 


Assigning Costs to Services: Man-Hour Basis 


The total costs of the cost centers must be assigned to the units of 
production flowing through these centers for cost control, pricing, 
. and other purposes. As salaries represent over fifty per cent of 
total expenses, cost allocations to services (products in a mant- 
. facturing company) may generally be made on the basis of man- 
hours. The various units of production (measurable in numbers 
of items processed) for two departments are illustrated below: 


Bookkeeping (of checking accounts) Tellers 
— perm on =}. individual 
its (checks on us), company 
Debits (checks on us), company 


pa 
Coes (deposits) 
Returned checks 
Stop payments 


Preparing currency and coin for 
payrolls 
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After the costs have been applied on the basis indicated to what- 
ever units of production are processed within each department, the 
costs of each type of unit in the several departments in which its 
processing occurs are added together to obtain the complete cost 
of the service or product. A check drawn on the bank might cost: 


Checks on us Cost per item 


MANAGERIAL Uses or Cost Data 


Although management may of its own volition request certain 
types of information from the cost accountant, the fullest use of 
cost data depends upon the ingenuity and initiative of the cost ac- 
countant, himself. It is entirely insufficient to compile voluminous 
data without presenting (usually in written form) an analysis of 
the significance of the data and the conclusions which may be 
drawn from them. It is realized, of course, that the solutions of 
many managerial problems depend upon factors other than costs. 
In certain instances, factors such as public relations, location, and 
personnel may be of priraary importance. However, costs are 
usually a factor and frequently an important one. Adequate cost 
data may help to solve the following problems : 


. Purchase of new machines 
. Make or buy items or services (printing of forms or 
averaging of checking account balances) 
. Establishment of minimum charges 
(a) Installment loans 
(b) Commercial loans 
(c) Trust services 
(d) Checking account maintenance 
Establishment of new branch or affiliate 


. New business campaigns (emphasis on most profitable) 
. Development of new services 


More and more, bank management is turning to cost data for 
assistance in solving problems of determining long-range policies, 
of measuring the efficiency of operating departments, and of setting 
Prices for a multitude of services. 





